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American Institute of Accountants 
L i b r a r y and Bureau of Information 
S P E C I A L B U L L E T I N N O . 27 
M A Y , 1926 
[The Committee on Administration of Endowment authorizes the 
publication of special Bulletins, of which this is one, on the distinct 
understanding that members are not to consider answers given to 
questions as being official pronouncements of the Institute, but merely 
the individual opinions of accountants to whom the questions were 
referred. It is earnestly requested that members criticise freely and 
constructively the answers given in this or any other Bulletin of this 
series.] 
A N I R R I G A T I O N P R O J E C T 
Q. Company A is engaged in the business of irrigation. In other words 
it furnishes water to rice planters for the irrigation of land. For this service 
it receives one-fifth of the rice crop. 
Water is pumped from different streams known as bayous or estuaries. In 
recent years, during seasons of drought, the rice crop was damaged through salt 
water backing up and entering into these bayous or estuaries. 
In order to eliminate this risk and consequent damage, Company A and 
other irrigation companies in the same territory conceived the idea of bringing 
fresh water from a dependable fresh water stream into their irrigating canals. 
To consummate this plan, it was necessary to excavate a canal. Plans were 
worked out along practical lines; all irrigating companies in the territory 
contributing towards the cost of the canal. 
A n independent agency was necessary to finance and carry out the work. 
Therefore a corporation (call it the Company B ) was formed simply and solely 
for the purpose of limiting the liability of the companies contributing towards 
the construction of the canal. 
The irrigating companies (not the rice farmers) pay to Company B for the 
water they use, the money collected from this source by Company B being 
applied to construction and maintenance. 
It is therefore apparent that, while the irrigating companies are benefited 
indirectly by the enterprise, it is the rice planter who receives the real benefit. 
Under an agreement with the government under which the canal was con-
structed, Company B is not permitted to earn any profit from its operation, 
and the plant, when completed, is to be turned over to the government. 
The irrigating companies contributing towards the construction of the canal 
received stock covering the amount of their respective contributions. This 
stock was issued merely as an evidence of their contribution and not as evidence 
of any financial interest in the canal constructed by Company B . 
Company A contributed $15,532.35 for which it received stock which was 
charged to profit and loss. 
From the above it will be noted that Company A has no financial interest in 
the enterprise and receives no return from Company B for the money con-
tributed towards the construction of the canal. 
It will further be noted that the contribution was made for the benefit of 
the rice planters by which, of course, Company A was the beneficiary indirectly. 
Should the amount ($15,532.35) be treated as a capital expenditure, or as 
a contribution made for the good of the business? 
A . It would not be possible to give a final opinion as to the treatment of 
the expenditure referred to without further information as to the terms of the 
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agreement with the government. Assuming, however, that Company B is 
entitled to the perpetual use of the canal, the amount expended may, in our 
opinion, be properly carried as a capital expenditure and would be subject to 
the same treatment in the accounts as other expenditures on canals, etc. 
Any facilities abandoned as a result of the change in the source of water supply 
should be written off against surplus or against any reserves previously estab-
lished for such contingencies. 
Q. In further explanation of the proposition I wish to state that under an 
agreement with the government, the canal in question, which is being built 
for the purpose of bringing fresh water into the rice canals, is to be turned over 
to the government as soon as completed. Those who contributed to the cost 
of constructing the canal have no financial interest in it. 
From your letter it would appear that those who answered the question 
are under the impression that Company B is the only one entitled to use the 
canal. This is erroneous. The canal was built for the benefit of the rice 
industry as a whole and all irrigating concerns and others have the right to use 
the water at a nominal charge. 
A . After giving due consideration to the additional information fur-
nished, we see no reason to change our opinion. Even although the con-
struction of the canal results in a direct benefit to the industry as a whole and 
the canal is available for use by other parties, we do not think, in view of the 
substantial direct interest of Company A in the rice crop, that the expenditure 
should be considered as a voluntary contribution made primarily for the 
benefit of the rice growers without regard for the company's own interests. 
We take it that Company A is in business for the purpose of earning profits 
and the expenditure referred to was made for the protection of its income. 
Under these circumstances we consider the amount expended may properly 
be treated as in the nature of a capital expenditure. At the same time we see 
no serious objection to writing off the amount against surplus on the ground 
of conservatism should the company desire to do so. 
S I C K L E A V E S 
Q. What is the practice of large public accounting firms in handling sick 
leaves of members of their staffs? What is their practice as to salary payment 
or sick benefits when a member of the permanent staff is absent because of 
illness? If regular salary is continued, for how long are the payments made? 
A . The members of the permanent staff of this firm are paid upon the basis 
of monthly or annual salaries, no deductions are made for absence either on 
account of sickness or other causes nor are there any payments made for over 
time. There have been instances where employees have been absent from the 
office for several months at a time due to sickness and the salary check was 
regularly sent to them. 
We have no program for sick benefits, but there have been at least one or 
two occasions when the firm made advances in time of need which later were 
absorbed by an increase in salary over a period of several years. For how 
long a time salaries would continue to be paid, I am unable to say; this would 
depend somewhat upon the person who was away on sick leave, as well as upon 
the surrounding circumstances. If the person was a valuable staff member 
or an old employee, and there was a reasonable assurance that he would return 
to the office and continue to be a part of the organization the disposition would 
be to continue salaries for a reasonable length of time. 
R A T E B A S E 
Q. In 1922, John Doe obtained from the city of A a franchise to build 
and operate an electric light and power plant; the only consideration for the 
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franchise is a nominal annual franchise tax assessed by the city against all 
franchises. 
John Doe sold the franchise to the B company of which he was one of the 
organizers for X shares of its capital stock of a par value of X X X dollars. B 
company constructed the plant and is operating it. The stock of B com-
pany was sold at par less a certain commission paid to the brokers. The 
operation of B company for the period ending December 31st, 1923 resulted 
in a loss of X X X dollars and in a loss of X X X for the entire period ending Feb-
ruary 28th, 1925. 
In a statement of assets on which the company should be allowed to earn a 
fair return, the cost of the franchise, ( X X X dollars) is not included for the 
reason that i t was issued by the city without cash consideration. The op-
erating loss for the period ending December 31st, 1923 ( X X X dollars) was 
allowed as going value. 
Wi l l you kindly obtain opinions on the following questions: 
1. B company having purchased the franchise from John Doe for X X X 
dollars of its capital stock, should not this amount be included in a rate base? 
State reasons. 
2. B company's operations having been continued to show a loss after 
December 31st, 1923, should not the loss for a longer period be considered as 
going value instead of the loss for the period ending Dec. 31st, 1923 and if so, 
for what period? 
A . The decisions of public service commissions and of the courts generally 
would indicate, that 
(1) B company purchased the rights of John Doe; i t obtained the rights he 
had, for he could sell them no more. If John drove a hard bargain i t makes no 
difference, the company could acquire nothing that John did not have to sell 
them. If the franchise had been exercised by John he could have based a rate 
on what the franchise cost him. One of the parties to the franchise is the city 
granting it; its rights were not diminished by the sale of the franchise by John 
Doe to a company; one of those rights was the operation of the utility on a rate 
based on the amount received by the city for the franchise. The opinions of 
the courts on inflations of apparent cost by transfers between successive owners 
of properties and franchises are exhaustively set forth in Maires vs. Flatbush 
Gas Company, New York Public Service Commission, First District, case No. 
1541. 
(2) Losses in the early period of operation are to be taken as such. The 
absence of need for renewals makes the cost of operation of a new plant less than 
in later years and if a profit can not be made in the first few years when the cost 
of repairs and renewals is small the prospect for the future is not bright enough 
to justify adding losses to book investment. Capitalization of losses is, in 
general, bad accounting. See U . S. Supreme Court, Galveston Electric Co . vs. 
City of Galveston, Public Utilities Reports 1922D page 159: 
" A public utility can not erect out of past deficits a legal basis for holding 
confiscatory for the future rates which would on the basis of present repro-
duction value otherwise become compensatory". Page 165 "It does not 
make past losses an element to be considered in deciding what the base value 
i s " . Page 166 "Past losses obviously do not tend to prove present values". 
R E P O R T NOTES 
Q. A t various times in the past, we have had our attention called to notes 
printed by other accountants on their reports and official statements intended 
to provide some restriction as to the use which shall be made of this material 
by clients, or possibly by others. For example, "Our reports and certificates 
are issued with the understanding that, if published, either they must be repro-
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duced in their entirety, or, should it be desired to publish any reference to or 
abstracts from them, that such shall be submitted for our approval." 
A t a recent partners' conference, we gave consideration to the desirability 
of using some similar phraseology on our reports, and we are therefore writing 
to inquire what data is available in the office of the Institute as to phraseology 
of that character, or similar character, used by other accountants. Would 
you be willing to make a systematic canvass of a few leading firms to find out 
whether they have used anything of this kind, and if so, to get the exact wording 
which they have used? 
A . This firm uses the following: 
"The publication of any condensation or modification of statements herein 
contained, or the use of our certificate detached from its context, or the use 
of our name in connection with the sale of securities or other publicity, will 
not be sanctioned unless first submitted for our approval." 
We never have used any extended restricted footnote on any of our reports, 
but have endeavored to cover this situation by putting on either a footnote or a 
parenthetical clause under the heading of the statement reading somewhat in 
this form: 
"This report is subject to the comments, qualifications, etc., contained on 
pages — to — of this report." 
We have always tried to be very careful to put this note in such a place that 
it could not be removed without showing that the sheet had been mutilated. 
On one or two different occasions, we have had matters come up in connection 
with note brokers where footnotes, etc., were omitted, but have never felt that 
the insertion of such a paragraph as you quote would prevent a third party from 
omitting the footnotes if he was determined to do so. 
In one case of rather recent date, a banking house used our name in a manner 
which we did not think they were justified in doing as a basis for their report, 
and we were finally forced to have our attorney take it up with them in order 
to get the matter placed in the proper light before the public. 
To the best of my present recollection, we have had only three cases in 
twenty-eight years where it has come to our knowledge that our statements 
were used in a manner which did not meet with our approval. 
One of these was never rectified, and we declined any further work from the 
concern. 
The second case we were reasonably satisfied was an error on the part of a 
clerk in the note broker's office and it was corrected as soon as the matter was 
called to his attention. 
The third case needed the services of our attorney, as above referred to. 
We have never used any language similar to that contained in your letter 
and which we understand a few other firms of accountants have adopted, be-
cause we have felt that it was unnecessary. No one has any legal right to mis-
quote another on a material point and anyone deliberately so doing is subject 
to legal action if damage results to the misquoted party. On the other hand, 
if no damage results, no penalty could be enforced at law whatever restrictions 
the party issuing the report may have sought to impose. 
We have, however, always taken the precaution when issuing balance-sheets 
or profit and loss accounts, which were not themselves certified but which were 
accompanied by reports to have the following words typed at the top of such 
statements, "Subject to report herewith". This notation in our opinion puts 
anyone on notice who may see the statements, that they are properly qualified 
in the text of the accompanying report. 
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It has not been our practice to have any note printed on our reports stating 
that our authority is needed for the publication of any excerpts. Of course, in 
accordance with the practice of most accountants, we have always insisted upon 
our clients submitting for our approval any extracts made for publication of 
any of our reports. 
We would advise that no restriction has ever been printed on our official 
reports or statements which would require the client to refer any extracts to this 
office before making publication of same. 
This matter was very thoroughly considered some years ago and. our con-
clusion was that such printed restrictions were no deterrent to any client who 
wished to use the report with outside parties or for some ulterior purposes. 
We may say that we have never considered it necessary to preface our reports 
with any warning that they must be reproduced in full, if at all, or that extracts 
quoted must first be approved by us. In our experience we cannot recall a 
case where our reports have been abused by any serious misrepresentations. 
The responsibility for misuse of the reports is entirely upon the user and this 
responsibility seems to be pretty uniformly recognized among our clientele. 
This legal and moral responsibility is our real safeguard and, in the absence of 
any adverse experience, we do not now believe it is necessary to convey in 
advance the kind of warning referred to by your inquirer, which is almost a 
reflection upon the intelligence of the business community. 
Besides this, there is nothing improper in making quotations or extracts from 
reports so long as these extracts are complete and clear in themselves and do not 
give a false impression. The keynote is whether the quotation from, or refer-
ence to, our report, is intended to misrepresent the facts as we have reported 
them or has the effect of so doing. 
We have considered it to be neither necessary nor desirable to print such note 
on reports or certified statements. 
We have never used any restrictive phraseology in our reports. We feel 
that the point is well taken, however, and can understand how in some cases i t 
might be advisable from a precautionary point of view. 
Frankly speaking, however, we have never felt the necessity of adopting 
any such precautionary measure as we have been sufficiently fortunate in our 
relations with our clients to know in advance as to any desires they might have 
in the matter of publishing any reports, or portions thereof, issued by us and to 
feel assured that they would never take such a step without our previous 
knowledge and approval. 
Our firm has not used a statement of the kind submitted. We presume that 
the "understanding" mentioned in the clause, in order to have legal effect, 
would have to be made a part of the original contract covering the employment 
of the accountant; and it would be difficult, in the ordinary course of affairs, 
to arrange for such a specific understanding. It is conceivable that the clause 
might be valuable, even if without legal effect, as a deterrent; and, without 
having any specific knowledge of the facts, we presume that this is the reason 
for the use of the clause. 
When a balance-sheet is submitted as part of a report, it is our custom to note 
on the balance-sheet that it is subject to the comments contained in the report. 
When we attach a certificate to a balance-sheet or a profit and loss account, we 
assume that it will not be changed, and so far we have not had trouble on this 
score. 
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C H A N G E OF E N T R I E S 
Q. Wil l you kindly advise me how I had best act under the following cir-
cumstances: 
I am employed as the accountant for a close corporation. One of the prin-
cipal stockholders, who employed me, has instructed me to make entries on the 
books increasing his salary for the year 1924. There has been no authorization 
of this increase. On the other hand the chances of this being passed by the 
board at the next meeting are reasonably certain. This stockholder is indis-
pensable to the company. Therefore, can I rightfully make this entry on the 
books and prepare a qualifying report? 
A . It would, of course, be irregular to make an entry on the books increasing 
the salary of this officer for the year 1924 before the amount had been author-
ized by the board of directors, assuming, of course, that his salary had previ-
ously been fixed by the board of directors. I think, however, that circum-
stances in the case have some bearing, that is to say, if the officer in question 
is a majority stockholder and it is reasonably certain that the increase will be 
approved by the board the bookkeeper might be justified in placing the entry 
on the books and calling attention in his report that this increase had not been 
formally approved by the board of directors. 
It is, of course, always better to handle these matters in a regular manner 
and the bookkeeper would do well to try and impress this fact on his employer. 
If the increase in salary is voted upon at a meeting held subsequent to the 
first of the year the internal revenue department will undoubtedly reject this 
additional salary as a deductible expense in 1924. 
Strictly speaking, no important change in the salary of an officer of a cor-
poration of this character ought to be made without evidence that it has been 
passed upon by the directors or stockholders of the company. In the circum-
stances, and in the event, however, of the matter being made the subject of a 
qualification in the report, it would appear that no harm would result, and if it 
is impossible to get the proper authority before the report is issued I would, 
under similar circumstances, be prepared to pass the item. 
I think the accountant referred to, under the conditions outlined, would be 
entirely justified in making entries on the books covering the increase in salary 
of the official referred to for the year 1924. It would be in order for him to see 
that this increase was authorized at the next meeting of the board of directors, 
and, if the increase was not authorized, to then bring the matter to the atten-
tion of the proper officers of the company, either by qualifying his report or by 
making a special report on the subject. 
I N T E R E S T C H A R G E D T O C O N S T R U C T I O N 
Q. An electric utility corporation prior to 1924 financed its improvement 
program out of borrowed money obtained through the sale of bonds and in-
cluded as a construction cost the interest on money so used. In 1924, however, 
the company obtained its funds for construction purposes from the sale of 
preferred capital stock. 
The company claimed that it had a right to include interest as part of its 
construction costs for 1924 even though the improvements were financed out of 
other than borrowed money and advanced in support of its position the ruling 
of the Interstate Commerce Commission under Case 308 in Bulletin no. 14, 
which reads as follows: 
"Query: To what account should a carrier credit the amount of interest 
which has been charged to construction? This company has no funded debt. 
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Are we permitted to charge to construction the interest on the company's 
working funds used for construction purposes? " 
"Answer: Interest charged to construction shall be included in account 
no. 547, "Interest during construction" and corresponding credit shall be 
made to the account which was charged as such interest accrued. If no 
interest actually accrued or was paid, account no. 547 may include a reason-
able charge for interest during the construction period on the carrier's own 
funds used temporarily, the corresponding credit being made to account no. 
208, "Income from unfunded securities and accounts." 
Admitting the justification of including interest as a construction cost in 
order that the plant accounts of all utilites should be stated on the same basis, 
the following claims have been made with respect to the credit arising from the 
charge to construction for interest: 
" A " claims the credit should apply as an offset to interest expense 
" B " claims the credit should fee made to Other Income 
" C " claims the credit should be made to Capital Surplus 
It is recognized that there is a difference between theoretical accounting and 
its practical application in view of current practices and usage and it is a prac-
tical solution in connection with an actual case which is now desired. 
We would be glad of any information which would disclose the current prac-
tice of utilities with respect to the above and in the event that this practice 
favors the claim of " A " or " B " what justification has been advanced for in-
cluding the credit in surplus available for dividends. 
A . Cost of construction should be charged with interest on funds devoted 
to construction. The counter credit should be made to the interest deduction 
account previously charged with such interest if the moneys used had been 
borrowed. There is no general or substantial agreement, however, with respect 
to the account to be credited when the construction moneys were derived from 
earnings or from payments by stockholders. 
M y personal view is that the credit in the last mentioned case should be to 
a capital surplus account, probably the premium on capital stock account. 
S T E E L P L A N T S 
Q. We would appreciate it if you could obtain the opinions of other ac-
countants in respect to the questions asked, which are as follows: 
(1) In an average steel plant in the United States what percentage of the 
plant valuation is represented by spares? By this is meant, mechani-
cal, electrical and all others taken as a whole. 
(2) What is the valuation of electrical and general stores separately or col-
lectively in relation to the valuation of the plant, finished output, or 
any other available basis? 
(3) What is the common practice in handling the item of spares in the 
accounting? It is desired to determine whether spares are charged 
direct to costs or whether they are put in a spares account and charged 
to costs and credited to the spares account as used. 
(4) How is general works expense allocated to each department? Our 
practice has been to proportion the general works expense according 
to the operating expenses in each department. In other words, a 
department which has a high operating expense, such as the sheet mill, 
has to stand a much larger proportion of the general works expense 
than the sheet bar and billet mill . 
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A . I take up the questions in the order in which they were submitted: 
(1) If by spares is meant, mill rolls, annealing boxes and repair parts gen-
erally, the average for the plants which we examine shows a percentage 
of these items to the plant and equipment valuation of 3% to 3 1/3%. 
(2) We are unable to give any data with reference to the ratio of electrical 
and general stores separately, but we find that the ratio of the total 
of spare parts, repair parts and manufacturing supplies to the total 
plant valuation varies from 4½% to 8%. 
(3) In the plants under our observation the spare parts are charged to an 
inventory account and when put into use, credited out and charged as 
a deferred expense and prorated monthly on a tonnage basis. Past 
experience determines the rate to be used. Necessarily each plant 
will have to base the extinguishment charge on its own experience. 
(4) In the plants coming under our observation, it is the practice to charge 
the departments direct with supplies as used and such items of ex-
pense as are a direct charge. Overhead is apportioned on the tonnage 
basis. 
M U S I C A L R E C O R D S 
Q. We are interested in securing some authoritative opinion on possible 
depreciation rates on matrices used in the manufacturing of musical records. 
These matrices, of course, last a considerable length of time but we find nothing 
in the tax regulations which might assist us in determining upon specific rates. 
A.. The depreciation of records, by which we imagine the questioner means 
the depreciation of the matrices from which phonograph records are molded, 
is not at all governed by physical deterioration but by the number that can be 
sold and the price that can be obtained for them. There is no uniformity in 
the rate at which demand falls off and some of the largest manufacturers write 
off the entire cost against the first profit made from the sale of the records, 
and also write off all records that have not made a profit within a very short 
term. This seems to be the best plan; specific rates are inapplicable. 
Gold matrices, of course, are written down only to the amount represented 
by the gold value. 
F E R T I L I Z E R I N D U S T R Y 
Q. In the fertilizer industry what is the percentage of repairs to net sales? 
A . In one plant, whose annual sales fluctuate from $800,000 to over $1,000,-
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This plant renders and digests animal refuse almost entirely and sells animal 
greases and by-products, such as hides, bone, etc. and finished fertilizer. Its 
chart of accounts thus far will not lend itself to any comparative cost statistics, 
but the cost for repairs was as above. 
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